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In 2002 P-Welected to receive a series of
substantially equal periodic paynents from her
i ndi vidual retirenment account (IRA) that qualified for
a statutory exception to the 10-percent additional tax
i nposed on early distributions pursuant to sec.
72(t)(2) (A (iv), I.RC Sec. 72(t)(4), I.RC
provi des that an enpl oyee who nodifies a series of
periodic paynments within the first 5 years (other than
by reason of the enployee’s death or disability) is
liable for the 10-percent additional tax. |In 2004 P-W
received distributions fromher |IRA for higher
educati on expenses pursuant to sec. 72(t)(2)(E)
. RC, in addition to the el ected periodi c paynent
that qualified for a statutory exception to the 10-
percent additional tax. R determ ned that P-Wno
| onger qualifies for the periodic paynment exception for
2004 because the distribution for higher education
expenses is an i nperm ssible nodification of her
el ection to receive a series of substantially equal
periodi c paynents.



Held: A distribution for higher education
expenses is not a nodification of P-Ws election to
receive a series of substantially equal periodic
payment s.

Howard S. Levy, for petitioners.

Ri chard J. Hassebrock, for respondent.

OPI NI ON

GCEKE, Judge: Respondent determ ned a Federal incone tax
deficiency of $8,959 for 2004. The deficiency results fromthe
i nposition of the 10-percent additional tax under section 72(t)
on early distributions froman individual retirenment account
(IRA).Y The sole issue for decision is whether a distribution
for qualified higher education expenses is an inpermssible
nodi fication of a series of substantially equal periodic
paynments. W hold that a distribution for qualified higher
educati on expenses is not a nodification of a series of
substantially equal periodic paynents.

Backgr ound

This case was submtted to the Court fully stipulated

pursuant to Rule 122. The stipulation of facts and the attached

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, and all Rule references are to the Tax
Court Rules of Practice and Procedure.
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exhibits are incorporated herein by this reference. Petitioners
resided in Ghio at the tine the petition was fil ed.

Wil e enpl oyed by Proctor & Ganble, petitioner wfe
mai ntai ned an RA. I n January 2002 after separating from her
enpl oyment with Proctor & Ganble, petitioner wife nmade an
election to receive distributions fromher IRAin a series of
substantially equal periodic paynents. This election included an
annual fixed distribution of $102,311.50 to be nade on January 15
each year for a period based on petitioner wife’'s life
expectancy. On or before January 15, 2004, petitioner wfe
recei ved a $102,311.50 distribution fromher IRA in accordance
with her election to receive a series of substantially equal
periodi c paynents. During 2004 petitioner wife received two
addi tional distributions fromthe IRA: A $20,000 distribution in
January 2004 and a $2,500 distribution in Decenber 2004.
Petitioner wife had not attained age 59-1/2 when she received
t hese additional distributions. Petitioner wife used the $20, 000
and $2,500 distributions for qualified higher education expenses
as defined in section 72(t)(7) relating to her son’s coll ege
expenses. For 2004 petitioners spent $35,221.50 in qualified
hi gher educati on expenses for their son.

Petitioners tinely filed Form 1040, U.S. Individual |ncone
Tax Return, for 2004, reporting the $124,811.50 in distributions

frompetitioner wife’s IRA during 2004. Petitioners did not
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report the 10-percent additional tax for an early w thdrawal from
an | RA pursuant to section 72(t) wth respect to any portion of
the distributions. Petitioners attached Form 5329, Additi onal
Taxes on Qualified Plans (Including | RAs) and O her Tax-Favored
Accounts, to their return and reported that the w thdrawal s were
not subject to any additional tax under section 72(t)(2).

On June 22, 2007, respondent issued a notice of deficiency
to petitioners for 2004, determining a Federal incone tax
deficiency of $8,959. Respondent determ ned that $89,590 of the
$124,811.50 distributed frompetitioner wife’'s I RA was subject to
the 10-percent additional tax inposed by section 72(t)(1) on
early distributions. Respondent determ ned that the exception
for qualified higher education expenses under section 72(t)(2)(E)
applied to the remaini ng $35, 221. 50.

Di scussi on

In general, anounts distributed froman |IRA are includable
in gross incone as provided in section 72. Sec. 408(d)(1).
Section 72(t) provides for a 10-percent additional tax on early
distributions fromqualified retirenent plans, unless the
distribution falls within a statutory exception. Sec. 72(t)(1)
and (2). Section 72(t)(2)(A)(iv) provides an exception fromthe
10- percent additional tax for distributions that are “part of a
series of substantially equal periodic paynents (not |ess

frequently than annually) made for the life (or |ife expectancy)
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of the enployee or the joint lives (or joint |ife expectancies)
of such enployee and his designated beneficiary”.? |If the series
of substantially equal periodic paynents is nodified within 5
years of the date of the first distribution (other than by reason
of death or disability), then the 10-percent additional tax wll
be i nposed retroactively on prior distributions nmade before the
taxpayer attains age 59-1/2 (referred to as the recapture tax),
plus interest. Sec. 72(t)(4)(A)(ii)(l). The recapture tax also
applies when a nodification occurs after the initial 5-year
period but before the enployee has attained age 59-1/2. Sec.
72(t) () (A (i) ().

| ndependent fromthe equal periodic paynent exception,
section 72(t)(2)(E) provides an exception fromthe 10-percent
additional tax for distributions for qualified higher education
expenses. Section 72(t)(2)(E) provides:

Distributions fromindividual retirenment plans for

hi gher educati on expenses.--Distributions to an

i ndi vidual froman individual retirenent plan to the

extent such distributions do not exceed the qualified

hi gher educati on expenses (as defined in paragraph (7))

of the taxpayer for the taxable year. Distributions

shall not be taken into account under the preceding
sentence if such distributions are described in

2The Internal Revenue Service has provided three exanpl es of
met hods to determ ne a series of substantially equal periodic
paynments for purposes of sec. 72(t)(2)(A)(iv). See Notice 89-25,
QA- 12, 1989-1 C. B. 662, 666, nodified by Rev. Rul. 2002-62, sec.
2.01, 2002-2 C.B. 710. Rev. Rul. 2002-62, sec. 2.02(e), 2002-2
C.B. at 711, provides specific instances that woul d cause a
nmodi fication to occur. They focus on tax-free additions to or
distributions fromthe account and are not applicable here.
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subpar agraph (A, (O, or (D or to the extent

paragraph (1) does not apply to such distributions by

reason of subparagraph (B)

By specifically creating an exception for distributions used for
hi gher educati on expenses, Congress recognized “it is appropriate
and inportant to allow individuals to withdraw anmounts fromtheir
| RAs for purposes of paying higher education expenses w thout
incurring an additional 10-percent early withdrawal tax.” H
Rept. 105-148, at 330 (1997), 1997-4 (Vol. 1) C.B. 319, 652.
Distributions for qualified higher education expenses serve one
of nunerous purposes Congress identified as deserving speci al
treatnent. Those purposes include paying a tax |evy, paying for
medi cal care, paying for health insurance during periods of
unenpl oynent, and purchasing a first hone. Sec.
72(t)(2) (A (vii), (B), (Q, (D, and (F).

Petitioner wife’s two additional distributions for qualified
hi gher education expenses were nmade within 5 years of the first
annual periodic paynent and before petitioner wife had attained
age 59-1/2. Respondent maintains that the tw additional
di stributions constitute an inperm ssible nodification to the
peri odi c paynent el ection under section 72(t)(4). According to
respondent, the substantially equal periodic paynent exception is
no | onger effective for the 2004 distribution. Respondent
concedes that $35,221.50 of the total 2004 distributions

satisfied the exception for qualified higher education expenses
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under section 72(t)(2)(E) and is not subject to the 10-percent
addi tional tax.

The sol e issue for decision is whether a distribution that
qualifies for a statutory exception to the 10-percent additional
tax under section 72(t)(1) constitutes a nodification of a series
of substantially equal periodic paynents triggering the recapture
tax under section 72(t)(4). Respondent argues that an enpl oyee
who el ects a series of substantially equal periodic paynents is
not allowed any further distributions within the first 5 years of
the election irrespective of whether the distribution would
qualify for another statutory exception to the section 72(t) tax
unl ess the enpl oyee dies or becones disabled. Petitioners argue
that a distribution used for a purpose that qualifies for a
statutory exception is not a nodification of a series of
substantially equal periodic paynents that triggers the recapture

tax under section 72(t)(4). |In Arnold v. Comm ssioner, 111 T.C.

250, 255-256 (1998), the Court held that an additional
distribution that did not qualify for a statutory exception was
an inperm ssible nodification to a series of substantially equal
periodic paynents. In Arnold, we stated: “In order to avoid the
section 72(t) tax, petitioners nust show that the Novenber 1993
distribution falls within one of the exceptions provided under
section 72(t)(2)(A). They have not done so.” |[d. at 255. Today

we al so recogni ze that distributions under section 72(t)(2)(E)
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enacted in 1997 and after the year in issue in Arnold, do not
trigger the section 72(t) additional tax where the taxpayer
receives the distribution wwthin 5 years after the taxpayer
begi ns receiving distributions under a series of substantially
equal periodic paynents.

The | ast sentence of section 72(t)(2)(E) recogni zes that an
enpl oyee may qualify for nore than one statutory exception to the
10-percent additional tax. It provides that the anmount of
distributions attributable to higher educati on expenses does not
take into account distributions described in subparagraph (A,
(B), (©, or (D). Sec. 72(t)(2)(E). If a distribution qualifies
for nore than one statutory exception, the enpl oyee is exenpt
fromthe 10-percent additional tax on the basis of the applicable
excepti on under subparagraph (A, (B), (O, or (D and need only
rely on the higher education expense exception for the additional
anmount of the distribution. Subparagraph (A) includes the
periodi c paynents exception. Simlar |anguage is included in
subparagraphs (B) (relating to distributions for nedical
expenses) and (F) (relating to distributions for first hone
purchases). Sec. 72(t)(2)(B) and (F). A nodification occurs for
pur poses of section 72(t)(4) when the nethod of determ ning the
periodi c paynents changes to a nethod that no | onger qualifies

for the exception. The legislative history explains the 5-year
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prohi bition of nodifications to a series of substantially equal
periodi c paynents as foll ows:

if distributions to an individual are not subject to
the tax because of application of the substantially
equal paynent exception, the tax will neverthel ess be
inposed if the individual changes the distribution
net hod prior to age 59 1/2 to a nethod which does not
gualify for the exception. * * * For exanple, if, at
age 50, a participant begins receiving paynents under a
di stribution nmethod which provides for substantially
equal paynents over the individual's |ife expectancy,
and, at age 58, the individual elects to receive the
remai ni ng benefits in a lunmp sum the additional tax
will apply to the lunp sum and to anounts previously
di stri but ed.

In addition, the recapture tax will apply if an
i ndi vi dual does not receive paynents under a nethod
that qualifies for the exception for at |least 5 years,
even if the nethod of distribution is nodified after
the individual attains age 59 1/2. Thus, for exanpl e,
if an individual begins receiving paynents in
substantially equal installnments at age 56, and alters
the distribution nethod to a formthat does not qualify
for the exception prior to attai nment of age 61, the
additional tax will be inposed on anobunts distributed
prior to age 59 1/2 as if the exception had not
appl i ed.

H. Conf. Rept. 99-841 (Vol. I1), at I1-457 (1986), 1986-3 C.B.
(Vol. 4) 1, 457 (enphasis added). The nethod of cal cul ating
petitioner wife's annual periodic paynents will not change as a
result of the additional distributions for higher education
expenses. Congress enacted the recapture tax under section
72(t)(4) to apply to prior distributions received under a series
of periodic paynents where the enployee fails to adhere to the
paynment schedul e elected for at least 5 years. There is no

i ndi cation that Congress intended to disallow all additional
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distributions within the first 5 years of the election to receive
peri odi ¢ paynents.
The | egislative purpose of the 10-percent additional tax
under section 72(t) is that “Premature distributions from I RAs
frustrate the intention of saving for retirenent, and section

72(t) discourages this from happening.” Dwer v. Conm Ssioner,

106 T.C. 337, 340 (1996) (citing S. Rept. 93-383, at 134 (1973),
1974-3 C.B. (Supp.) 80, 213) . This legislative purpose is not
frustrated where an enpl oyee receives distributions for nore than
one of the purposes that Congress has recogni zed as deserving
speci al treatnent.

We hold that a distribution that satisfies the statutory
exception for higher education expenses is not a nodification of
a series of substantially equal periodic paynents. Because we
find that a distribution for higher educati on expenses is not a
nodi fication, the 5-year rule prohibiting nodifications except in
the case of death or disability is not violated.

To reflect the foregoing,

Deci sion will be

entered for petitioners.




